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members will tend to compete the supracompetitive profits away on the other side. This observation
has two corollaries. The first is that it is harder to form an effective cartel in an industry with two-
sided platforms than in single-sided industries, all else equal. The cartel requires more agreements and
monitoring because of the additional side. The second is that if an authority finds evidence of a price
fix on one side it should probably look carefuily for evidence on the other side. This was relevant, as

we note above, in the price fixing case involving Sotheby’s and Christi€’s.

The economics of two-sided platforms is also relevant for evaluating the practices of
cooperatives and joint ventures as we saw from the discussion of the NaBanco case. Payment card
systerhs, financial exchanges, and music collecting societies are examples of two-sided platforms that
are sometimes otganized as not-for-profit cooperatives. The two-sided platforms adopt various rules

and regulations for the members and take chatge of certain centralized functions. The economics of

_two-sided platforms is useful for assessing whether there is an efficiency rationale behind an

agreement over prices. In NaBanco, as we noted, the court found that the collective setting of the
interchange fee helped balance the demands between cardholders and merchants (it helped
internalize an externality) and eliminated the need for bilateral negotiations (it reduced the

transactions cost of internalizing the externality).

- 6.3. Unilateral Practices

In trying to assess whether unilateral practices are anticompetitive the special economic

features of two-sided platforms need to be considered.

Predatory and Excessive Pricing

Oour review of pricing showed that a robust conclusion of the economics literature is that
profit-maximizing two-sided platforms may find that it is profitable overall to ptice the product
offered on one side below average \lrariable cost, below matginal cost, or even below zero. The
empirical evidence indicates that such below-cost pricing is common, occurs in stable matket
equilibrium, and is therefore not designed mainly for the purpose of foreclosing competition.
Therefore, any presumption that below-cost pricing by two-sided platforms is anticompetitive is
simply not valid. Of course, it is certainly possible for two-sided platforms to engage in predatoty
pricing by setting its price on one side so low as to deny other platforms access to this side of the
market. It is also possible for a two-sided platform to engage in 2-sided predatory pricing, charging

below cost overall on both sides with the putpose of foreclosing competitors. Cost-based tests make
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some sense in the latter case, but it is hard to see how they could be used to analyze an allegation of

one-sided predation.

‘

Under Article 82 of the EC Treaty a dominant firm can be found to have made an abuse by
charging “unfair purchase or selling prices.” Just as a below-cost price on one side can emerge in
long-run market equilibrium so can an above-cost price on the other side. Indeed, such below-
cost/above-cost prices will come together. This issue has come up in a series of cases in Europe in
which regulatory authorities have found mobile telephone operators to have charged fixed-line
cattiers “excessive” ptices for terminating calls on their networks; the authorities recognize that the
profits from these excessive prices ate competed away in part through low prices for handsets and
call origination. Indeed, the UK’s Office of Communication (OfCom) recognized that mobile
telephone platforms were highly competitive (on the mobile subscriber side at least) and did not
overall earn supracompetitive returns.34 Although they did not accept that this was a two-sided
business, and did not apply two-sided analysis, OfCom did provide an “indirect network extetnality”

kicker to the regulated price it imposed on the mobile termination side.3
Dying

Under a rule of reason analysis3 the economics of two-sided platforms can provide an
explanation for certain tying practices that seem to teduce consumer choice and harm consumers. As
we discussed above, the platform provider designs the platform—including the constellation of
services and features—to harness internalized externalities, minimize transactions costs between the
customers and both sides, and maximize the overall value of the platform. As part of harnessing

externalities this platform provider wants to increase positive indirect network effects while limiting

34 See, e.g., Discontinuing Regulation: Mobile Access and Call Origination Market, OFFICE OF TELECOMMUNICATIONS (OFTEL),
Nov. 4, 2003, at §1.2, available ar

http:/ /ofcom.org.uk/static/archive/oftel /publications/eu_directives/2003/discon1103.pdf, (“no mobile network
operator, either individually or in combination with one-ot more other mobile network operators, has [significant market
power] in that market.”). No provider has a share exceeding 28 percent. See, e.g., United Kingdom: Telecoms and Technology
Background, ECONOMIST INTELLIGENCE UNIT, Nov. 1, 2005.

35 Wholesale Mobile Voice Call Termination, OFFICE OF COMMUNICATION (OFCOM), June 1, 2004, at pp. 163-172, available at
hitp:/ /www.ofcom.org.uk/consult/condocs/mobile_call_termination/wmvct/wmvct.pdf; See Armstrong, supra note 8.

36 Economists and legal scholars generally agree that tying should be considered under a rule of reason analysis rather thana
per se test. That is not the state of the law in the United States or the European Community both of whose highest courts
have adopted something closer to a per se test of liability. However, both courts admit that efficiencies can at least play a
limited role in the analysis (in the United States through the separate product test and in the European Union through the
possibility of “objective justification” of the practice).
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negative indirect network effects. As a consequence, the two-sided platform may impose
requirements on side A that do not benefit them directly and which customers on that side might
even reject after comparing private benefits and costs. But such requitements may benefit side B.
And if the demand increases on side B, these requirements may increase the value placed on the
platform on side A—and in fact could increase value so much that the feature provides a net benefit
to side 4.

The honor-all-cards rule for payment cards is a possiblé example. Card systemé generally
require that rﬁerchants that agree to take the system’s branded cards agree to take all branded cards
that are presented by shoppets. Thus, merchants that have a contract to take American Express cards
cannot decide to take payment by Amex corporate cards but not Amex personal cards, of to take
payment from visibly wealthy travelers but not from locals. For at least some merchants the private
benefit of this requitement outweighs its cost (generally we would expect that merchants would
privately want a choice to take whatever card they wanted).3® However, this rule makes the system’s
branded card more valuable to its cardholders, who have the assurance that their card will be
accepted for payment at merchants that display the system’s acceptance mark. By increasing the

number of cardholders it makes the card a more valuable payment device for merchants to accept.®

Exclusive Dealing

The potential for profits on the other side provides a possible incentive for exclusive
contracts in two-sided platforms. One of the main Chicago School observations about exclusive
contracts is that a consumer is always free not to agree to exclusivity. The conclusion is that
exclusivity in contracts must reflect consumers’ judgment that the benefits (lower prices or
efficiencies) outvr;eigh the costs of only dealing with one firm. For two-sided platform businesses, it is

at least possible that there is an externality; exclusive contracts on one side might help a platform

37 See Rochet and Tirole, supra note 6.

38 For a discussion of this issue, see ROBERT E. LITAN & ALEX ]. POLLOCK, THE FUTURE OF CHARGE CARD NETWORKS
(AEI-Brookings Joint Center, Working Paper, 2006). ‘

39 A class of merchants claimed that Visa and MasterCard had illegally tied by requiting merchants that accepted their credit
cards to also accept their debit cards. The card associations agreed to end this practice after a federal district court judge
applied the per se tying test and ruled that the associates failed several prongs of this test as a matter of law. In re Visa
Check/MasterMoney Antitrust Litigation, 192 F.R.D. 68 (E.D.N.Y 2000). American Express has been sued by a class of
merchants for illegally tying its corporate and personal caxds. See Lavonne Kuykendall, Merchants Suing Amex Add Cix;,
MBNA as Defendants, 170 AM. BANKER (2005).
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gain market power on other sides. The consumets agreeing to the exclusive contracts on one side
might, at least in the short run, gain from or be indifferent to exclusivity, but they may not take into
account the costs to consumers on the other sides from decreased platform competition. Some
recent work suggests that it is at least theoretically poséible for a two-sided platform to use exclusive
contracts to exclude competitors, although the welfare consequences of these contracts are not-

cleatly harmful 40

As with exclusivity in one-sided markets, however, this can only be a concern if one firm has
exclusivity over most or all of the market and if the exclusivity is persistent and durable. For example,
consumers on the nonexclusive side could respond by moving to a cbmpeting platform, thus exerting
pressure on consumers on the exclusive side to end exclusivity. Moreover, in markets with significant
buyer concentration, the buyers would be reluctant to agree to exclusivity if there is some expectation
that it will lead to dominance by that platform, as that will likely result in higher prices in the future
for all sides. As with one-sided markets, one needs to consider whether the efficiencies from
exclusive contracts— for example, in helping to create a platform that might not otherwise exist for

the benefit of consumers— offset possible costs from reducing competition.
7. Qualifications and Conclusions

The indirect netwotk effects between customer groups served by a single business ate strong
in many important industries. Businesses in these industries operate two-sided platforms. The -
economics of two-sided platforms provides insights into how these businesses and industties behave
that are relevant for competition analysis including market definition, coordinated practices, unilateral
practices, and the evaluation of efficiencies. The economic literature provides robust results—that is,
ones that are not dependent on only fragile assumptions—that can assist in this analysis. These
results include the consequences of interlinked demand between customer sides for prices; prices do

not, contrary to the standard model, have a tight relationship with cost.

As with almost any application of economics to policy several cautions are prudent. First,
many of the theoretical results in the literature to date are, like those in other areas of industtial
organization, based on quite abstract models of how industries operate and special assumptions of

demand and cost. Second, to date there has been little rigorous empirical research on two-sided

40 See Mark Armstrong & Julian Wright, Two-Sided Markets, Competitive Bottlenecks and Exclusive Contracts, ECON. THEORY
(forthcoming, 2006).
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(— | platforms or competition among them. Third, the theoretical and empirical work to date suggests
that how two-sided businesses work is highly dependent on the specific institutions and technologies

of an industry. One must be careful generalizing,
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